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LEASING VS, PURCHASING AGRICULTURAL EQUIPMENT 
LEA~ING IS A COMMON TOOL IN AGRICULTURE, PRIMARILY FOR LAND, 
·"LEASING BooM" TAKEN PLACE IN GENERAL ECONOMY SINCE WWII. 
- INCREASED CAPITAL SPENDING 
- PROSPERITY. 
- TECHNOLOGICAL INNOVATION 
- TAX LEGISLATION 
IN GENERAL, EQUIPMENT LEASING HAS NOT BEEN A MAJOR FACTOR IN.· 
AGRICULTURE. Bur MANY GROUPS, INCLUDING EQUIPMENT MANUFACTURERS, 
CONTINUE TO VIEW AGRICULTURE AS A FERTILE AREA FOR LEASING, 
THIS.SESSION IS INTENDED TO OVERVIEW MAJOR ISSUES IN LEASING. 
VS, PURCHASING AGRICULTURAL EQUIPMENT ,,, FROM BOTH THE LESSEE'S 
AND.LESSOR'S PERSPECTIVE. 
3 
LEASING VS, PURCHASING AGRICULTURAL EQUIPMENT 
OBJECTIVES:.· 
l, To REVIEW THE CONCEPT OF LEASING 
2. To EXAMIN~ REASONS FOR AND AGAINST LEASING 
3. To REVIEW MAJOR TYPES OF LEASES, INCLUDING IRS 
CLASSIFICATIONS 
4. How TO EVALUATE A LEASE: 
A) SHOULD I (THE LESSEE) LEASE OR BORROW? 
.~) SHOULD I (THE LESSOR) LEASE OR LEND? 
5. D1sc~ss CURRENT SAMPLE LEASE (vs. BORROW) OFFERINGS 
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EQUIPMENT LEASING - WHAT Is Ir? 
LEASE 
1) A WAY TO FINANCE THE PURCHASE (AND/OR USE) OF CAPITAL 
EQUIPMENT, 
2). IN SIMPLE TERMS IT INVOLVES: 
A LESSOR, WHO OWNS THE EQUIPMENT; 
AND A LESSEE, WHO USES THE EQUIPMENT, .IN EXCHANGE 
FOR RENT PAYMENTS 
3) A CONTRACT WHEREBY THE OWNER OF AN ASSET (THE LESSOR) 
CONVEYS ro" THE USER OF THE ASSET (THE LESSEE) THE RIGHT 
TO USE THE ASSET FOR A SPECIFIED PERIOD 1N EXCHANGE FOR 
A PROMISE TO PAY A SERIES OF (RENTAL) PAYMENTS OVER 
THE LEASING PERIOD, 
LEASE CONTRACT SPECIFIES: 
-1) THE LEASING PERIOD 
2) AMOUNT AND TIMING OF LEASE PAYMENTS 
3) LESSEE'S RESPONSIBILITIES FOR TAXES, INSURANCE, ETC, 
4) LESSEE'S RIGHTS OF PURCHASE OR RE-LEASE 
5) LESSOR'S RESPONSIBILITIES AND RIGHTS 
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WHY ANOTHER SURGE·OF INTEREST 
IN LEASING? 
I DEPRESSED PROFITS IN FARMING 
I DEPRESSED SALES OF FARM MACHINERY 
I SPECIALIZED FACILITIES 
I· INCREASIN.G INVESTMENT COSTS 
I HIGH AND FLUCTUATING INTEREST RATES 
I "SAFE HARBOR" RELAXES TAX RULES ON LEASING 
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TYPES OF AGRICULTURAL EQUIPMENT LEASED BY 
VARIOUS LESSORS, 1980 
MCHY & EQUIP 
ITEM BANKS SUBSIDIARIES 
TRACTORS 5 % ' 25 % 
AUTOS 2 
TRUCKS 2 
IRRIGATION EQUIP. 44 3 
·GRAIN STORAGE & HANDLING 12 1 
'HARVESTING EQUIP. 15 19 
IMPLEMENTS & OTHER MCHY, 10 12 
LIVESTOCK B(DGS. & EQUIP. 1 1 
·LIVESTOCK 25 
NON-PRODUCTION ITEMS · 9 13 
TOTAL 100 % 100 % 
PERCENT OF TOTAL 16.8 % 53.4 % 
INDIVIDUALS 
17 % 
7 
23 
10 
6 
5 
10 
21 
1 
100 %. 
29.8 % 
SOURCE:' ADAIR,· A.Lii J.B. PENSON, AND M. DUNCAN, "MONITORING LEASE-
' FINANCIN~ IN AGRICULTURE", ECONOMIC REVIEW~ FEDERAL RESERVE 
BANK OF KANSAS CITY, JUNE, 1981 . 
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WHY LEASE? 
POSSIBLE ADVANTAGES TO CUSTOMER 
• LowER Cosr BY FULL UsE OF TAX BENEFITS 
t· CONVENIENCE 
I FIXED RATE FINANCING 
I ALTERNATIVE SOURCE OF CAPITAL 
• LONGER ·TERMS 
• AMORTIZE EQUIPMENT Cosr EVENLY OVER UsEFUL LtFE 
• CASH FLOW 
. I FLEXIBILITY ON OTHER FINANCING 
• OFF-THE-BALANCE-SHEET FINANCING 
I LEVERAGE. 
POSSIBLE DISADVANTAGES TO CUSTOMERS 
• HIGHER Cosr 
• TAX BENEFITS MAY BE LESS 
• INFLEX!BLE TERMS OVER LIFE OF LEASE 
• CASH FLOW NEEDS MAY INCREASE 
I LEASE PAYMENTS DUE AND PAYABLE~ REGARDLESS 
• PRIMARY LENDER MAY Nor BE CONSULTED 
I PRESTIGE OF OWNERSHIP 
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TYPES OF LEASES 
A. CLASSIFICATION FOR FINANCIAL REPORTS <FASB 13) 
1) OF THE LESSEE 
A, OPERATING OR SERVICE LEASE 
CANCELABLE, SHORT TO INTERMEDIATE TERM LEASE 
DIRECT EXPENSE ITEM, PllRCHASE ·USE OF ITEM AND 
~ELATED SERVICES, 
B, CAPITAL LEASE 
NoN-CANCELABLE LEASES THAT (SHOULD) OFFSET 
BALANCE SHEETS SIMILAR TO PURCHASE/LOAN AGREEMENTS .• 
2) OF THE LESSOR 
A. OPERATING LEASE 
LESSOR IS OWNER OF PROPERTY AND TREATS A.S ANY 
OTHER BUSINESS PROPERTY, PROVIDES FINANCIAL AND 
OTHER SERVICES, 
B, FINANCIAL LEASE 
NoNCANCELABLE CONTRACTS THAT BASICALLY A~E 
MEANS OF PROVIDING FINANCING, RESPONSIBILITY FOR 
MAINTENANCE, INSURANCE, ETC, IS PASSED TO USER, 
B. CLASSIFICATION FOR FEDERAL INCOME TAX REPORTS 
1. "TRUE" LEASE 
LESSEE DEDUCTS LEASE PAYMENTS AS BUSINESS EXPENSE . 
LESSOR DEDUCTS DEPRECIATION AND ITC (PLUS BUSINESS 
EXPENSE) 
2. CONDITIONAL SALES CONTRACT 
LESSEE DEDUCTS TAX BENEFITS OF OWNERSHIP (DEPR, & ITC) 
LESSOR IS LENDING MONEY, AND DEDUCTS COST OF A LENDER 
C. REGARDLESS WHAT LESSEE AND LESSOR CALL IT, TAX BENEFITS ARE 
ASSIGNED BY IRS STANDARDS, 
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IRS LEASE CRITERIA 
TAX SAVINGS IS KEY TO LEASING, SO MUST CONVINCE IRS NOT JUST 
AN INSTALLMENT LOAN DISGUISED AS A LEASE, 
"TRUE LEASE" - MAJOR CONSIDERATIONS 
},· No OPTION FOR LESSEE TO RENEW LEASE OR PURCHASE ASSET. 
-AT BARGAIN PRICE, 
2. LEASE LENGTH SHOULD BE LESS THAN 75 PERCENT OF ASSETS 
ECONOMIC LIFE, 
3, LEASE PAYMENTS MUST PROVIDE A REASONABLE PROFIT ON FAIR 
VALUE OF THE PROPERTY, 
IF FAILS ANY OF THESE TESTS, IT IS A CONDITIONAL SALE, NOT 
A LEASE, IRS DID NOT WANT LEASING TO MERELY BE A WAY TO 
TRANSFER TAX BENEFITS BETWEEN FIRMS, 
BASIC TESTS ARE VAGUE AND COMPANIES CONTINUALLY 
TESTING "GREY AREAS", 
Bur "ERTA 81" BROADENS THE IRS DEFINITION OF A LEASE~ 
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"SAFE HARBOR" LEAS.ES 
e ERTA '81 EXPRESSLY SANCTIONS TRANSACTIONS WITH NO 
BUSINESS PURPOSE OTHER THAN THE TRANSFER OF TAX 
BENEFITS, 
I "SAFE HARBOR" PROVISIONS GUARANTEE TREATMENT AS A 
LEASE FOR TAX PURPOSES, 
1. LESSOR AND LESSEE AGREE TRANSACTION IS 
A LEASE AND TO TREAT LESSOR AS OWNER FOR 
TAX PURPOSES, 
2. LESSOR MUST BE A CORPORATION, (NOT s) 
3, LESSOR HAS 10% MINIMUM INVESTMENT 
4. LEASE TERM AT MOST A) 90% OF USEFUL ~IFE OR 
(B) 150% OF ADR CLASS LIFE 
5. APPLIES ONLY TO NEW, SEC, 38 (ITC) PROPERTY • 
I IF THESE REQUIREMENTS ARE MET: 
1) LESSOR CAN RECEIVE ITC AND COST RECOVERY DEDUCTION$, 
AND OFFER LOWER LEASE PAYMENTS 
2) A LEASING FIRM NO LONGER MUST EARN A REASONABLE RETURN 
APART FROM THE TAX BENEFITS 
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"SAFE HARBOR" LEASES (CONT.) 
I APPLIES ONLY TO NEW~ SEC, 38 (ITC) PROPERTY 
·I INTENT WAS TO. FACILITATE NEW INVESTMENT B.Y UNPROFITABLE 
FIRMS BY ALLOWING TAX BENEFITS TO PASS TO PROFITABLE 
FIRMS 
I lHE MECHANISM ALLOWS FUTURE TAX BENEFITS TO BE SOLD FOR 
CASH. IMMEDIATELY, THEN FUTURE LEASE PAYMENTS AND DEBT 
. . . 
PAY.MENTS "WASH", LESSOR GETS TAX SAVINGS IN EARLY YEARS~ 
LESSEE DEFERS TAX SHIELD AND GETS CASH "up FRONT", 
I THIS TAX MANEUVER PRIMARILY APPLIES TO LARGE BUSINESSES, 
• Bur "SAFE' HARBOR" PROVIDES ALL LEASING FIRMS MORE LATI,TUDE 
IN STRUCTURING LEASES 
RETURN CAN BE SOLELY ON TAX BENEFITS 
- LEAS£ TERM CAN MATCH USEFUL LIFE MORE CLOSELY 
-·END OF LEASE PRICE AS LOW AS $1 OK 
... 
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OFF-THE-BALANCE-SHEET FINANCING 
I LEASED ASSETS AND LIABILITIES ONLY FOOTNOTED, 
I MAY GIVE APPEARANCE OF HIGHER ACCTG, PROFITS, 
I EXAMPLE FIRM BEFORE AND AFTER A $200 ASSET ACQUISITION 
BY LOAN OR BY LEASE, 
BEFORE AFTER ACQUISITION 
ITEM ACQUISITION BuY/LoAN 
TOTAL ASSETS $500 $700 
DEBT 100 300 
Er-iUITY 400 400 
$500 $700 
D/A RATIO .20 .43 
LEVERAGE (D/E) .25 .75 
·I REtURN ON ASSETS WILL APPEAR LARGER 
• Bur CASH FLOW BURDENS OF DEBT AND LEASE SERVICE ARE 
EQUALLY DANGEROUS 
LEASE 
$500 
100 
400 
$500 
.20 
.25 
I LARGE FIRMS ARE NOW REQUIRED TO CAPITALIZE LEASES (FASB-13) 
I WHAT ABOUT FARM FIRMS (AND THEIR LENDERS)? 
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LEASE· OR BORROW? KEY VARIABLES 
I OBLIGATION FOR FUTURE PAYMENTS APPLIES TO LOANS AND.LEASES 
I COST COMPARISON OF LEASE AND DEBT FINANCING HELPS EVALUATE 
LEASING 
I SJNCE COSTS DIFFER IN MAGNITUDE AND TIMING~ CASH FLOWS 
MUST BE DISCOUNTED TO THE PRESENT FOR COMPARISON 
I CASH FLOWS MUST BE AFTER-TAX COSTS 
FOLLOWING ARE WAYS THEY MAY DIFFER, 
METHOD OF 
ACQUIRING USE 
OF ASSET 
LEASING 
BORROWING 
UsER OF AssET 
LESSEE 
GETS LEASE PAYMENT 
DEDUCTION 
AVOIDS CASH PUR-
CHASE OUTLAY 
BORROWER GETS 
DEPRECIATION DED-
UCTION 
INTEREST DEDUCTION 
ITC 
RESIDUAL VALUE 
OWNER OF ASSET 
LESSOR ENTITLED JO 
DEPRECIATION DEDUCTION 
ITC 
RESIDUAL VALUE 
LENDER 
ENTITLED TO NO 
DEDUCTIONS (~XCEPT 
NORMAL) 
.. . 
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PRESENT VALUE AND DISCOUNTED CASH F1 OW 
TIME VALUE OF MONEY 
I THE FARTHER IN THE FUTURE ONE RECEIVES MONEY) THE 
LESS VALUE THAT MONEY WILL HAVE, 
I SIMILARLY) A FUTURE PAYMENT COSTS LESS IN TERMS OF 
PRESENT VALUE (TODAY) BECAUSE THE PAYER CAN INVEST THE 
MONEY DURING THE PERIOD OF DEFERRAL, 
I IF I CAN EARN 10% PER YEARJ l'M INDIFFERENT WHETHER 
I PAY $1~00 TODAY OR $1.10 ONE YEAR LATER, THUSJ 
THE PRESENT VALUE OF $]. A YEAR FROM NOWJ DISCOUNTED 
AT 10%) IS 1.00 ~ 1.10 = .909, 
I. SIMILAR DISCOUNT FACTORS CAN BE CALCULATED FOR ANY 
TIME PERIOD AND DISCOUNT RATEJ TO ALLOW FUTURE 
CASH FLOWS TO BE DISCOUNTED TO THE PRESENT, 
I COMPARISON OF 2 C.ASH FLOWS IN PRESENT VALUE TERMS 
PROVIDES ONE MEASURE OF COMPARISON, 
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LEASE vs. Buy 
JOE FARMER NEEDS A NEW COMBINE, HE HAS ASSEMBLED THE FOLLOWING 
.INFORMATION: 
EQUIPMENT COST 
LEASE TERMS 
LEASE PAYM~NTS 
RECOVERY DEDUCTION 
PURCHASE OPTION 
ITC 
TAX RATE 
ESTIMATED LI FE 
BORROWING 
$100,000 
7 YEARS, PAYMENT PREPAID 
$16,000/YR, ITC TO LESSOR 
$19,800/YR, ITC TO LESSEE 
ACRS .. 5 YEARS 
20% OF ORIGINAL COST AT END OF LEASE 
10% OR $10,000 
28% 
12 YEARS 
5 YEAR LEVEL PAYMENT LOAN WITH 20% 
DOWN, AT 15% INTEREST, ANNUAL 
PAYMENTS ARE $23i865 PER YEAR. 
JOE FIGURES HIS DISCOUNT RATE TO BE 10 PERCENT, SINCE THAT'S 
WHAT HE'S BEEN EARNING IN HIS BUSINESS, 
. . 
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WORKSHEET - COST OF DWNING MACHINE~Y 
Terms Cash Paid $ /10,000 
Rem. Basis 
Interest Rate IS 0~ 
Down Payment $ ..to~ooo 
Years of Loan ~ of Trade In $ 
---Adj. Basis $ 110,000 Marqinal TCiX Rate .21 % 
Discount Rate Id % (Also equals amount 
eligible for ITC on 
new equipment) 
ITC Rate llJ % 
TOTAL 
YEAR PAYMENTS 
(1)=(2)+(3) 
# 
. 0 - ..20, 000 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
-.lS,14S 
-.a.s, ''$ 
-~"' ''.$ 
-~3, 14£ 
Cost I 
.to own -ll'1JZ.S 
C A S H 
·TAX SHIELD DATA 
PRIN INT DEPR TOTAL 
--m- nT T4J . (5)=3+4 
i~::: IJD: :.at•••::;.; .. di ·····························-~·-·· 
.................................... 
. . ..... ····· ......................... . 
''~:: :~ :4'/Mi::: ii1 Ji):J.• 
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.. . ... . . . .. .. . .................. .... .. . 
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. . . ............ .. . .. .. . . . . ... ....... . 
·:::::::::: ::::::::::::: ::::::::::::: 
F L 0 W 
TAX 
SAVINGS. ITC 
(6) m 
7.S4o 
,, OJ.J, 
''"' 11 SID 
,, 251. 
10,010 
REMAINING 
VALUE 
(8) 
:10, ... 
Depre.ci at ion: 
Method? ACRS ,,,- S.L. 
Years _£_ 
.. 
• 
.. 
Residual Value in Year _j_ $.Jo. oo o 
If Sale and Purchase: ' 
ITC Recaptured 
-.----De pr. Recaptured -
PRESENT 
VALUE p .. v. COST 
TOTAL FACTORS J) OF OW~ING 
(9)=1-6-7+8 
-.;ro.ooo /, 0 -.lo, ooo 
-
4 ,.s•S 
·'o' -s, 11l. 
_,.,, lf.J 
.li4 -1J.1A•1 ~ 
en 
-ll,-i-.,1 .1S/ -11, .,., ,, 
_,,,,,$£ 
·' .. -11, /.11 
-r11 11.J . 4 a I -111, 'a' 
··'" 
.:1.0,010 • f./J_ +.10, .a.'1 
s-10. a1.3 
r 
.. 
YEAR 
0 
2 
3 
4 
5 
6 
7 
8 
9 
10 
Cost to: 
COST OF LEASING MACHINERY & COMPARISON WITH OWNING 
Se 11 i ng Price of Machine S LOO, ·oo o 
Investment Tax Credit (ITC) Rate 
ITC To Lessor or Lessee? J.1sso1& 
LEASE . 
PAYMENT 
(1) 
OTHE~ 
~ 
-~~················· 
........................... 
........................... 
........................... 
---········---........................... 
........................... 
. . · .................. ~ ...... . 
........................... 
........................... 
........................... 
. . . . . . . . 
. . .. . . . . . . . . . . . . . . . . . . . . . . . 
........................... 
........................... 
. . . . ,,. ..................... . 
. . . . . . . . . . .. . . .. . ... . .. . . . . 
---········---
........................... 
TOTAL 
LEAS"E 
COSTS 
(3)=1+2 
-1/.,100 
_,,,zoo 
_,,,200 
_ ,,,aoo 
_,,, a.o o 
-1,,aoo 
_,,,zoo 
Type of Lease LJCl4 Lease Payment $ ''' 2 oo I ~le. 
Residual Value in Year $_-__ Pre Paid? Yes .,,,,,. or No --C," JO 10 
Sale Price of Old Mach.l/ $ Marginal Tax Rate ~ 8 ' 
Discount Rate 10 °, 
C A S H F L 0 W S 
PRESENT "PRESENT VALUE 
TAX REMAINING VALUE CQST 
SAVINGS ITC VALUE TOTAL FACTORS OF LEASING (4) m (6) ( 7) =3+4+5+6 ( 7) (8)=6x7 
-/,, loO 1.0 _,,.2()0 
. ' 
lfS'I' -11, ,, "' ,,0, -10. ,0., 
• 
l/S'J(, 
-11, ''" .llt. 
.,, ,.,0 
l/S$1. 
-11, '''I •?SI l, 1&3 
'ISJ/, 
-//,''" ,,U 
- 7, '' 1 
flS,JL -11. ,, 'I 
. '2. / -1. lt/1. 
1/$1, 
-II,''" . St.'/ - ,,511/ 
I/SI' .rt $'.5 c. • ll:J + ,t, '~' 
.......... 
'-J 
Lease ........................... -llJ, 'loo JI, 7$2 J,1 011 - $-11,''l' $ - 70, 3 /3 
$-44t '71. ./ 
$-41, ,, 1.C. ./ Own 
.. 
........................... 
. . . . . . .. . .. . . . . . . 
. . . . . . . . . . . . . . . . . .. . . .. . . . . 
-/J,iJaG lo, •oo 
ll Trade in for a leased machine, i.s actually a· sale of the.old machine for tax purposes. Therefore, you must 
establish a sale price to determine taxable gain. You may alsri be subject to recapture of ITC. 
£1 In Ohio, leased farm machinery is subject to personal property t~x and most lease contracts require· the lessee 
to pay any tax.. · 
. .. .. 
. . .. 
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DISCOUNT Buy-
RATES LOAN 
0 119,325 
5 109,109 
10 100,204 
15 .92,480 
20 85,789 
QUESTIONS: 
Q% MTR 
.. . . .. 
COMPARISON OF PRESENT VALUES OF AFTER TAX 
COSTS OF THREE FINANCING ALTERNATIVES FOR 
· SELECTED TAX AND D1scouNT RATES 
28% MTR 
LEASE & ITC Buy- LEASE & ITC 
LESSEE LESSOR LOAN LESSEE LESSOR 
138,600 113,400 70,313 89,792 81,648 
120,299 98,426 65,678 78,695 72,179 
106,034 86,755 61,326 69,953 64,672 
94,733 77,509 57,368 62,972 58,637 
85,645 70,073 53,829 57,328 53,723 
How WOULD A CASH PURCHASE OPTION COMPARE? 
• 
.. 
50% MTR 
Buy- LEASE & ITC 
LOAN LESSEE LESSOR 
49,920 69,300 56,700 
48,763 63,000 51,557 
47,173 57,836 47,321 
45,436 53,545 43,809 
43,702 49,960 40,876 
WHAT WOULD HAPPEN TO THE BUY-BORROW ALTERNATIVE IF THE RESIDUAL VALUE WAS MORE THAN $20,000? . 
WHAT OTHER THINGS OUGHT TO .BE CONSIDERED IN CHOOSING BETWEEN BUY-BORROW AND LEASE? 
.. 
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LESSEES WHO MIGHT BENEFIT FROM 
LEASE FINANCING 
I THOSE WITH LIMITED CAPITAL AND INABILITY TO 
USE DEBT-FINANCING 
I THOSE WITH LOW OR NO INCOME TAX LIABILITY WHO 
CANNOT USE THE ITC 
I THOSE WITH A RAPID GROWTH STRATEGY WHO SEE 
LEASING AS INCREASING LEVERAGE 
I THOSE WHO PREFER FIXED RATE FINANCING 
• Bur FIRST MUST NEED THE MACHINE OR OTHER INVESTMENT 
UNDER CONSIDERATION 
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CAUTIONS ABOUT LEASING 
I LEASING WILL NOT MAKE AN UNPROFITAB.LE INVESTMENT 
PROFITABLE 
I LESSEE WITH CASH FLOW PROBLEMS IS MORE VULNERABLE 
WITH LEASE THAN LOAN 
I SALE/LEASEBACK TRANSACTIONS REDUCE EQUITY IN 
BUSINESS AND MAY TRIGGER ADDED TAXES 
I FIXED RATE FINANCING MAY ACTUALLY BE HIGH 
COST FINANCING 
• How MUCH OF TOTAL DEBT OF A BUSINESS CAN BE 
VIA FINANCIAL LEASE AND STILL BE FINANCIALLY 
SAFE? 
-. 
.. 
- ~ 
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LOAN vs. LEASE - THE LESSOR'S VIEW 
LESSOR CAN LOAN OR LEASE TO JOE FARMER, IF HE MAKES A LOAN 
HIS CASH FLOW AND EARNINGS ARE LIKE THIS, ASSUME 50% TAX 
RATE AND 15% INTEREST RATE ON THE LOAN, 
YEAR 
0 
1 
2 
3 
4 
5 
TOTAL 
LOAN 
AFTER -
CASH IN 
LOAN PAYMENTS 
$23,865 
23)865 
23)865 
23.,865 
23)865 
$119)325 
CASH Our CASH 
LOAN TAXES FLOW 
-$80)000 -$80)000 
-6)000 17)865 
-5)110 18)755 
-4)087 19)778 
-2)910 20)955 
-1.,556 22)309 
-$80)000 $-19)663 $19)662 
TAX 7.5 % 
YIELD 
TAX IS OWED ON THE INTEREST PORTION OF THE LOAN PAYMENTS 
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LOAN vs. LEASE - THE LESSOR'S VIEW (CONT) 
LESSOR'S CASH FLOW AND YIELD ON A LEASE LOOKS LIKE THIS: 
YEAR 
0 
1 
2 
3 
4 
5 
6 
7 
TOTAL 
LEASE 
AFTER -
TAX 
·ylELD 
EQUIP 
Cosr 
-100,000 
-100,000 
LEASE 
PMNTS, 
& RESID. 
16,200 
16,200 
16,200 
16,200 
16,200 
16,200 
16,200 
20,000 
$L~3,400 
TAX ON TAX SAVINGS 
LEASE ON CASH 
INCOME DEPRECIATION FLOW 
-- -83,800 
-8,100 7,500 15,600 
-8,100 11,000 19,100 
-8,100 10,500 18,600 
-8,100 10,500 18,600 
-8,100 10,500 18,600 
-8,100 -- 8,100 
-8,100 -- 11,900 
$-56,700 $50,000 $26,700 
8.1 % 
CASH FLOW 
WITH ITC 
-83,800 
25,600 
19,100 
18,600 
18,600 
18,600 
8,100 
11,900 
$36,700 
11.7 % 
THE LEASE PAYMENTS AND DEPRECIATION SHIELD BY THEMSELVES EARN 
AN 8.1 % RETURN, ONLY SLIGHTLY HIGHER THAN A LOAN. Bur WHEN 
THE ITC BENEFITS ARE ADDED IN, THE AFTER - TAX YIELD IS 11,7 %, 
COMPARED TO ONLY 7,5 % FOR A LOAN, 
- . 
. -
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LOAN vs. LEASE - THE LESSORS VIEW (CONT.) 
I ACTUAL YIELD FROM LEASING WILL VARY FROM THIS 
EXAMPLE. Bur POTENTIAL RETURN IS HIGHER 
VIA LEASE THAN LOAN, 
I RISKS OF LEASING, ALSO AFFECT LESSOR RETURN 
- RATE RISK, SOME LEASES AR~ NOW VARIABLE RATE 
- CREDIT RISK 
I FAILURE TO PAY 
I RECAPTURE OF ITC POSSIBLE 
. Bur HAVE EQUIPMENT As SECURITY 
- RESIDUAL RI SK 
- TAX RISK - CAN TAX BENEFITS BE USED? 
25 
LEASING VS, PURCHASING AGRICULTURAL EQUIPMENT 
SUMMARY 
I MACHINERY LEASING OFFERS PROFITS TO 
LESSORS, 
I LEASES CAN BE STRUCTURED AND PRESENTED IN MANY 
WAYS - ESPECIALLY WITH "SAFE HARBOR" RULES 
I LEASING IS COMMONLY USED AS A WAY TO INCREASE 
SALES 
I USERS MAY OR MAY NOT BENEFIT FROM LEASING, EACH 
LEASE NEEDS TO BE EVALUATED BY THE POTENTIAL LESSEE, 
I MANY FARM OPERATORS ARE UNABLE TO PROPERLY EVALUATE 
A LEASE CONTRACT BECAUSE THEY LACK THE NECESSARY 
ANALYTICAL SKILLS, 
I LESSEES NEED TO EXAMINE FACTORS OTHER THAN PRESENT 
VALUE COMPARISON - RELATED TAX EFFECTS, EFFECT ON 
TOTAL CASH FLOW, IMPACT OF DEFAULT, ETC, 
I LEASING IS NOT A SUBSTITUTE FOR PROFITS, OR WISE 
USE OF CREDIT, 
I LESSORS NEED TO REMEMBER THE SIZE AND FORM OF 
BUSINESS ORGANIZATION IN AGRICULTURE DIFFERS 
FROM OTHER BUSINESSES, 
- . 
. ·-
. . 
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I. LEASE vs, BuY, "SAFE HARBOR" LEASE 
EQUIPMENT COST 
LEASE TERMS 
LEASE PAYMENTS 
PURCHASE OPTION 
ITC 
TAX RATE 
ESTIMATED LIFE 
BORROWING 
DISCOUNT RATE 
ANALYSIS PERIOD 
$50,0.00 
5 YEARS, PREPAID, ITC TO LESSOR 
$11,971/YEAR 
ACRS, 5 YEARS 
25 % 
10 YEARS 
5 YEAR LEVEL PAYMENT LOAN 
WITH __ 20. % DOWN, 16 % INTEREST· 
RATE, ANNUAL PAYMENT OF $12,216 
10 % 
5 YEARS 
.. • 
WORKSHEET - COST OF OWNING MACHINERY 
Terms Cash Paid .$ 601 ooo 
Rem. Basis 
Interest Rate ' ' ~~ 
Down Payment $ 10, ool 
YEAR 
0 
1 
2 
3 
r--.... 
N4 
5 
6 
7 
8 
9 
10 
Cost 
to own 
of Trade In $ - Years of Loan ~ 
Adj. Basis S so1 ooo (Also equals amount 
Marginal Tax Rate el&% 
Discount Rate 10 % 
eligible for ITC on 
new equipment) 
ITC Rate Jo % 
$ 'llllC Allllf£ .,.,, 
TOTAL 
PAYMENTS 
(1)=(2)+(3) 
-1•1 00• 
-11, .,, 
-1.1,.:a ,, 
- 11,a '' 
-1~, ii,, 
-1~,a '' 
s-11..1.10 
C A S H 
TAX SHIELD DATA 
PRIN INT DEPR TOTAL 
-m m m- (5)=3+4 
:ua.:::: t!IMi-: ~:: :i,,:.ii. 
: ...... :::: ....... : ........ :::~:.~ 
·1.-.M•:: :s.- •:HM::: "II ='11~' ~ ... ~  . .. LOI.._,_...____ 
......................................... 
........................ ............ . 
~~~:~~ ~ ~ ~--~ ~-~ ~ ~ ~ 
fi'.?t::: :.un: ~ ... ·~:::;, ..... . ··················-~---·~'" 
··~····~--~---~­
................................... •.• 
.................. - ................ . 
·--····----~---~~ 
.............. -· ................... . 
.................................. :. .. . 
: : : : : :_:::::::::::::: ::: :: : : : : :: : : : :: 
•••••••• z ••••••••• ·-:• ••••••••••••••• 
.. . . . . .. . . . . . . . . . . .. . . . .. . . . . .. · ..... 
F L 0 W 
TAX 
SAVINGS ITC 
(6) m 
4~1S .S.,0111> 
~111 
, 72.1. 
3¥11, 
JO ti' 
~··· 
REMAINING 
Depreciation: 
Method? ACRS 1"' S. L. 
Years -.:S.._ -- . . --
Residual Value in Year~$ '--/_' __ 
If Sale and Purc~ase: 
ITC Recaptured 
---Depr. Recaptured 
---
VALUE TOTAL 
PRESENT 
VALUE 
FACTORS 
P.V. COST 
OF OWNING 
(8) (9)=1-6-7+8 
I 
I 
_,,,, .. 
-,,,.,, 
- '·''' 
_,,,,,'I 
-r,101 
_,,,,, 
YEAR 
0 
l 
2 
3 
4 
<Y.> 
N 5 
6 
7 
3 
9 
10 
Z ,, ~~ ·~ 
- S1t,I wll&••• •llUI . . 
. · . COST OF LEASING MACHINERY & COMPARISON WITH OWNING 
Se 11 i ng Price of Machine $ 4'•, O•O 
.Investment Tax Credit (ITC) Rate . 10 ~~ 
ITC To Lessor or Lessee? J.1uo1C 
. . -Type of Lease .S11111 #~.,. . Lease Payment $II, 97/ / 'IA ( 5) 
Residual Value in Year _L_ $_._1_1.• __ Pre Paid? Yes t" or No 
Security Deposit $ ~ 
LEASE 
PAYMENT 
(1) 
.~ .. ~ .. ~ ... ~.:::::::::::::::::: 
................. - ........ . 
---········---
........................... 
.......................... 
. ~ ..~ .. ~. ~ ..-.. : : : : : : : :. ~ .-.. ~ .. ~. ~ ..
........................... 
---········---
........................... 
................. ~--............... ~ 
........................... 
---········---........................... 
TOTAL 
LEASE 
COSTS 
(3)=1+2 
-11,"11/ 
_,,_,,,, 
-/l.,t7/ 
_,,,,, 
-ll.,f1/ 
Sale Price of Old Mach·.11 $ • Marginal Tax R~ .:tS% 
Interest Rate on Sec. Dep. - % Discount Rate 11 % 
C A S H 
TAX 
SAVINGS 
( 4) 
.,., .. 
.1••1 
411•J 
.,,,, 
.,,,, 
ITC 
m 
F L 0 W S 
REMAINING 
VALUE (6) 
PRESENT 
VALUE 
TOTAL FACTORS 
(7)=3+4+5+6 (7) 
-1~•11 
_,,,,,. 
-1,,.7,. 
_,,,,, 
_,.,,, 
"·''' 
1.0 
PRESENT VALUE 
COST 
OF LEASING 
( 8) =6x7 · 
Cost to: : : : : : : : : : : : : : : : : : : : : : : : : : : : 
-
........... - .............. . 
Lease S::::::::::::::::::::::::::: -s1,1cs 11S"" - - s -t''/, t•o s-1a,c11 ./ 
Own s:::::::::::::::::::: :: : : : : : .................. -711 010 
'\"'' 4a•• I. $-"ii, 110 S-Jf.tll& ~ ../ 
. . . . ·.· ........... - . - . ·.· ··-:·· 
.l/ Trade in for a leased machine. is actually a sale of the old machine for tax purposes. Therefore, you must 
establish a sale price to determine taxable gain. You may also be subject to recapture of ITC. 
Y. In Ohio. leased farm machinery is subject to personal ·prop.erty tax and. most lease contracts require the lessee 
. th PclY any .tax. · · 
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II. LEASE vs. BuY, VARIABLE PAYMENT LEASE 
EQUIPMENT CosT 
LEASE TERMS 
LEASE PAYMENTS 
RECOVERY DEDUCTION 
PURCHASE OPTION 
ITC 
TAX RATE 
ESTIMATED LIFE 
BORROWING 
DISCOUNT RATE 
ANALYSIS.PERIOD 
5 YEARS, PREPAID, ITC TO LESSEE 
$9,659 PER YEAR IN YEARS 1 &.2 
$11,095 PER YEAR IN YEARS 3, 4, & 5 
ACRS, 5 YEARS 
25 % OR $11,875 
28 % 
10 YEARS 
5 YEAR LEVEL PAYMENT LOAN WITH 
20 % DowN, 15 % INTEREST RATE· 
ANNUAL PAYMENT OF $11,336· 
10 ·% 
A) 5 YEARS, As~UME OWNER HAs THE 
$11,875 RESIDUAL VALUE 
B> 10 YEARS, AssuME Buy AT END OF 
LEASE AND S.L. DEPRECIATION OVER 
5 YEARS, 
. -
j£ - /14~1111111.1 1J,.,ltlll# ilMI~ WORKSHEET - COST OF OWNING MACHINERY 
4 YI/I~ lf#ll' 1•11 
Terms Cash Paid $ 1'l S•o 
Rem. Basis 
of Trade In $ 
---
Adj. Basis $ ~i «•• (Also equals amount 
eligible for ITC on 
new equipment) 
Interest Rate . JS % • 
Down Payment $ t,Soo (a•~.) 
Years of Loan L . 
Marginal Tax Rate .ii?~ 
Discount Rate I• % 
ITC Rate llJ % 
C A S H F L · 0 W 
TOTAL TAX SHIELD DATA TAX REMAINING 
Depreciation: 
Method? ACRS . f/fl" S. L. 
Years $ 
Residual Value in Year _4_ $ II, 11$ 
H Sale and Purchase: (16-J.) 
ITC Recaptured -
Depr. Recaptured -
---
YEAR PAYMENTS PRIN INT DEPR TOTAL SAVINGS ITC VALUE TOTAL 
PRESENT 
VALUE 
FACTORS 
P.V. COST 
OF OWNING 
(1)=(2)+{3) 
0 _,, .. 
1 _,,,,,, 
2 
-llll.I. 
03 -11..11, 
f'I"\ 
4 
-141.14 
5 -1~''' 
6 
7 
8 
9 
10 
Cost 
to own s-,,,1.11 
. ~ . 
-rn. m T4l (5)=3+4 
jfll=::UU:~.::"-ltlM 
............................................ 
. .. .. .. .. . . . .. .. . .. .. .. .. . .. .. . .. .. . . .. . . .. . . .. . .. .. . .. .. 
. ~-..... "IJll" ".ftllJ" ......... . 
• ··· · ··fAf11'1 ~: ........... : : : .......... : : ......... : : . ::::7:: 
........................................... 
-.n.~ ~~~'~nit~ ii2n 
............................................ 
.......................................... 
·-~····~··.:....:..:_:...··-~ 
......................................... 
................................... ~ ..... . 
...... .. . . ················ ......... . 
·--····--··~···-~ 
....... ··.····· .... ······ ........... . 
.. ................. ······· .......... .. 
............................ ········· 
"::::::::::::::: ::::::::::::::::::::: 
(6) m 
3S1/ 
tt/all 
•••• 
... ,, 
l.107 
"''' 
(8) (9)=1-6-7+8 
,,,,,, 
- 9.,soo 
-.i,••d'. 
-7,o$/ 
-,, .... , 
-1,,,, 
.,.,,,, 
• 
,. 
•• 
JI - ~""· ,...,"'-,"'" ''"'' • 6 1¥•• All••"ls11. COST OF LEASING MACHINERY. &::COMPARISON WITH OWNING 
Terms Selling Price of Machine $ ¥~.See 
Investment Tax Credit (ITC) Rat~ 
ITC To Lessor or Lessee? L1.su1 
Security Deposit $ - · 
YEAR 
0 
2 
3 
4 
6 
7 
3 
9 
10 
LEASE 
PAYMENT 
(1) 
· OTHE~ 
l2J 
-~~ ................ . 
. . . . . . . . . . . . . . .. .. . .... .. .. 
........................... 
................... ····· ... 
........................... 
............ ··- ............ . 
. . . . .. .. 
. . . . . . . . . . . . . .. . . .. . . .. . .. . 
........................... 
........................... 
........................... 
................. ~ ~~ 
........................... 
........................... 
Cost to: : : : : : : ; : : ; : ; : ; : : : : : : : : : : : : : . 
Lease S : : : : : : : : : : : : :·:::::::::::::: 
Own s:: :: : :: : ::: ::: ::.:::::::: ::: 
. . ............... . 
TOTAL 
LEASE 
COSTS 
(3}=1+2 
_,,,, 
_,, .. , 
_,,,,.< 
-11.1!1 
-1~n# 
-U,4•1 
_,,,,,. 
IP% 
Type of Lease ---;...T.;i.,,.4 .... ,'""''---..,.. 
Residual Value in· Year __k $ lL-1-7#' 
Sale Price of Old Mach.1T$ -
't,,S•/~IC ,,, Ylle' .,a 
Lease .P9yment $111 0.,S /."Ill 11# I,~,.,, 
Pre Paid? Yes _.. or No __ 
Interest Rate on Sec. Dep~ % 
Marginal Tax Rate .as % 
Di sc·ount Rate ,. % 
C A S H F L 0 W S 
TAX· 
SAVINGS 
( 4) 
,,,., 
~'J.0.6 
'"" ,,., 
lll'l. 
1~111 
II, 110 
ITC 
m 
~1$0 
~, .. 
~7.S• 
REMAINING 
VALUE 
(6) 
-
11:,&K 
PRESENT 
VALUE 
TOTAL FACTORS 
(7)=3+4+5+6 (7) 
-t, ,,, 
-r1.~1'/ 
-•.••o. 
-1,111 
-7,711 
1,101 
$ ~J, IZI. 
$ 11, o.a.s 
1.0 
PRESENT VALUE 
COST 
OF LEASING 
(8)=6x7 
I s-ni''' ./ I 
I S--"i'IZ I / 
l/ Trade in for a leased machine, is actually a saJe of the old machine for tax purpos~s. Therefore, you must 
establish a sale price to determine taxable_ gain. You may also be subject to recapture.of ITC. 
Y In Ohio, leased farm machinery is subject to personal property tax and most lease contracts require the lessee 
to pay any tax. · 
JI-A ' .,.,./~o~"'l"'l•Y J lllll/A,lflc#ll,, WORKSHEET - COST OF OWNING MACHINERY 
1•11 lllNIH ., SIS 1 · 
Terms Cash Paid $ ~7,s•o Interest Rate IS % 
Rem. Basis Down Payment S 'f,Soo 
YEAR 
0 
1 
2 
N 1'"'13 
4 
5 
6 
7 
3 
9 
10 
Cost 
to ovm 
of Trade In $ - Years of Loan 5 
Adj. Basis $ 'if, coo Margi na 1 Tax Rate .,a I % 
(Also equals amount Discount Rate IO % 
eligible for ITC on ITC Rate /I % 
new equipment) 
TOTAL 
PAYMENTS 
(1)=(2)+(3) 
- ,,.soo 
_,,,,,, 
_,,,,,, 
_,,, .. , 
-l&U' 
-I~ I.IL 
s _,,,1_10 
.. 
C A S H 
TAX SHIELD DATA 
PRIN INT DEPR TOTAL 
l2T m T4J (5)=3+4 
: : :::::::::: :: ::::::::::::::: ::::::: 
._......._. ... ---·--···--
··~···-~-·~··········· 
........................................ 
--~·---~--~---· 
·--···--·----··--
. ·~- •• ·..:...:....:.... -~ ••• "-!...!....!.... 
..................................... 
.................................... 
·--····---·~--··-~ 
: : : : : : : : :-: : : : : : : : : : : : : : : : : : : : : : : : : : : 
F L 0 W 
TAX 
SAVINGS ITC 
(6) ITT · 
,,,, 
l/~1$ 
.9110 
.IS67 
~, .. 
11,SJo -~ 7$0 
Depreciation: 
Method? ACRS ./ S. L. 
Years __L_ 
Residual Value in Year 10 $ ·• • 
If Sale and Purchase: --
ITC Recaptured 
---Depr. Recaptured 
---
REMAINING 
VALUE TOTAL 
PRESENT 
VALUE 
FACTORS 
P.V. COST 
OF OWNING 
(8) (9)=1-6-7+8 
-9,S•o 
-~·''' 
-io11 
-1, .,,, 
_,,,,, 
-1,11, 
-
..· .. 
• 
#' .. • • • • • •• • • .• ... • • • • 
. Jr·•~ "'6. Jllt·~Mr J.111s*/,,.•cl"flll 1 · . . . · . . · · · . 
· ~o ...... .._ . .. . COST OF LEASING MACHINERY & COMPARISON WITH OWNING 
, ... __ .. ~ .. ,, .. 
. . 
· Terms Selling Price of Machine$ 411,,•• 
Investment Tax Credit (ITC) Rate /f % 
ITC To Lessor or Lessee? ~lgtt 
Type of Leas.e Tit111 <1C"I.) Lease Payment $11, t•S I~ 1. 11,., .-
Residual Value in Year _L_ $£111' Pre Paid? Yes .,,. or No 
YEAR 
0 
2 
3 
4 
IV\ 
·!'"\ 5 
6 
7 
8. 
9 
10 
Cost 
Security Deposit $ -
LEASE 
PAYMENT 
. (1) OTHE~ 
--m--
~~~-·········-······ 
.................... ······· 
........................... 
....................... ··-· 
. . ...... ·~~~ 
..................... ······ 
. . . -.......... --- ......... . 
. -- - ........... -.......... . 
.. . . . .. . 
. . .. . . . .. -................ . 
~~-········~~~ 
............................. 
. ····· ....................... . 
---········---
........................... 
:: ..... :.:::::::::··.~ ..~ .. -.. -.. 
........................... 
........................... 
. . . . . .. . 
. . . . . . . .. . .. . . . .... .. . .. .. . 
to: : : : : :: : : :: ::: : : : :: : :: ::: ::: 
........................... 
TOTAL 
LEASE 
COSTS 
(3)=1+2. 
-!AS! 
. _,,,, 
_,,,,, .. 
_,,,., . 
-lt••C 
-II, 17C 
Sale Price of Old Mach.l/ $ Marginal Tax R~ .. ~ 
Interest Rate on Sec. Dep.· ___::;;;;.___% Discount Rate 10 % 
C A S H F L 0 W S 
TAX 
SAVINGS 
( 4) 
.,.,., 
tilt$ 
1101 
.11•1 
., . ., 
,,s 
''' ,,,
,,,. 
,,, 
ITC 
m 
~7$0 
REMAINING 
VALUE 
(6) 
PRESENT 
VALUE 
TOTAL FACTORS 
(7)=3+4+5+6 (7) 
_.,,,,, 
. -.1 • •• ., 
-B,3•• 
-1·''' 
-7,ttll 
-i . .,,, 
,,, 
,,, 
''' ,,, 
_M_C 
1.0 
PRESENT VALUE 
COST 
OF LEASING 
(8)=6x7 
Lease $ ::::::::::::::::::::::::::: _," ,,,, ,,,,,, ~, .. 
-
$ ~ttl, '"7Z I $-1'-t!I~ ./ 
Own $:::::::::: ::::: :: :: :::::::: . . ................ . 
.. . . . . . . . . .. ................ . 
. . . . . . . . . . . . . . ........ . · ..... . 
I. 
_,,, ,,, 11,SIO ... • s -'I~, ••• $-1tgo1S 
l/ Trade in for a le.ased machine, is actually a sale of the old machine fo"r tax purposes. Therefore, you must 
establish a sale price to determine taxable gain. You may also be subject to recapture of ITC. 
/ 
Y In Ohio, leased farm machinery is--sttbject to personal property tax and most Tease contracts require the lessee 
to pay any tax. 
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• 
III. LEASE vs. BuYJ TRADE AND LEASE/PURCHASE 
EQUIPMENT COST $100JOOO LIST PRICE ($50JOOO BOOT) 
LEASE TERMS 4 YEARSJ Nor PREPAID) ITC To LEssoR 
LEASE PAYMENTS 
RECOVERY DEDUCTIONS ACRSJ 5 YEARS 
PURCHASE OPTION 25 % OR $25)000 AT END OF LEASE 
.. ITC 10 % OR $10,,000 
TAX RATE 20 % 
ESTIMATED LIFE 10 YEARS 
BORROWING 5 YEA~ LEVEL PAYMENT LOAN,, NOTHING 
. . . . 
DowNJ 17.9 % INTEREST RATE. 
ANNUAL PAYMENT OF $15,,953 
DISCOUNT RATE 10 % 
ANALYSIS PERIOD 10 YEARS 
• 
I 
3iF - ·; -· . •. . . . . .. . . . . 
r.,,., .,,. . "R1s1alN.. ""'"'' /'·"~",.''· . . ' . 
Terms 
YEAR 
0 
1 
2 
3 
l.11 
IV'\ 
4 
5 
6 
7 
. s 
9 
10 
Cost 
to own 
. lo .,,_ lfANN~11r. WORKSHEET - COST OF OWNING MACHINERY 
Cash Paid $ $0,, ••• 
Rem. Basis · 
of Trade in $ ._,., ••• 
Adj. Basis $ 7o, ••II (Also equals amount 
eligible for ITC on 
new equipment} 
Interest ·Rate /7, 9 % 
Down Payment $ -
Years of Loan -S--,-.- ••, •••) 
Marqi nal Tax Rate .ao % 
Discount Rate I• % 
ITC Rate 1• % 
C A S H F L 0 W 
TOTAL TAX SHIELD DATA TAX REMAINING 
Depreciation: 
Method? ACRS -_L_ S.L. __ 
·Years S' 
Residual Value in Year 10 $ ·• · 
. If Sale an·d Purct;JFse: -- ----
ITC Recaptured .:1,00• • 
Depr .• Recaptured ! Cc..,.. •• l•.u• ) 
PAYMENTS PRIN INT DEPR TOTAL SAVINGS ITC VALUE TOTAL . 
PRESENT 
VALUE 
FACTORS 
P.V. COST 
OF OWNING 
(1)=(2)+(3} 
-
-JS.,••J 
_,..,,,, 
_,,,, .. 
-11,•ss 
-1$'_,•S.J 
s-Z\BS' 
trr m 14J (5}=3+4 
~ ~?•• ~ ~  ~ ~~--~~ ~ ~ tf.U~ 
. ······ ................................... . 
~U& ~ ~ j.Ui ~aw~~ llwi. 
........................................... 
.......... .............. .. ........... . 
~-~···~:~:a4a·:-....:·········· ~:::~:~::'4.,.. 
········ .................................... . 
11.!nl,; .. "W& ............ 411' 
.... : ... :::.: .. : ...... :~:: ... 
llDl:: iBW: :W!l#.: "1-1111 
··~····..:...:.....:..··~---~ 
..................................... 
.................................... 
·--····--··~···-~ 
.......................... ·.· ....... . 
. . . . . . . . . . ......... ·.· .............. . 
: : : : : : : : : : : : : : : : : : : : : : : : ~ : : : : : : : : : : : 
(6) m (8) (9}=1-6-7+8 
1 .... 1&ftlll'r11•1• 
l.,l•o 7.••• 
'It''' 
.,,,,, 
.J, I IS 
'·"'" 
,,,,,J 
-. 
-
_,.,,. 
-11.,11.1 
-1~ ,,, 
_,~,,, 
-1~,.,, 
s -s#/; 110 
.J/l • fil11a1 .... /11111.~111111COST OF LEASING MACHINERY & COMPARISON WITH OWNING 
lo 1111A. ""';,.,, • . 
Terms Selling Price of Machine$ IH.-••• Type of Lease. T•111 (1S"-) Lease Payment S 1.a,110 / .YA__l,11/ 'l•~J 
Investment Tax Credit (ITC) Rate . II% Residual Value in Year~$~$-... Pre Paid? Yes __ or No~ 
ITC To Lessor or. Lessee? J.IUllA Sale Price of Old Mach.lf $! 8ooe?) Marginal Tax Rate AO% 
Security Deposit $ .,. · Interest Rate on Sec. Dep. - % Discount Rate · 10 ~~ 
C A S H F L 0 W S 
PRESENT 
. VALUE . 
PRESENT VALUE 
COST 
YEAR 
LEASE 
PAYMENT 
(1) 
OTHE~ 
(2) 
TOTAL 
LEASE 
COSTS 
TAX 
SAVINGS 
(4) 
ITC 
m 
REMAINING 
VALUE 
(6) 
TOTAL FACTORS OF LEASING 
(8)=6x7 
U) 
"" 
0 
2 
3 
4 
5 
6 
7 
8 
9 
10 
~~~················· 
........................... 
........................... 
................ ······ ...... 
---········ 
............................ 
....... ········· .......... . 
............................ 
........ 
... ... ... . . .. . . .. .. .. . ... ... 
.............................. 
. ~ .. ~ .. ~.~ ..-.. : : : : : : : : ........ . 
.. . ....... .. .. . . . . . ... ····· 
. . . . . . . .. . . .. . . . . . ... ...... . 
. . . ... . . 
. . . . . . . . . . . . . . ~ ............. . 
.. ·········~· ~-.............. ~ 
........................... 
........................... 
---········---
................. ·········· 
(3)=1+2 
• T11111e1 • '"' • 
-11,110 .,,.,,, 
-12,110 H"l'I 
-1a,J10 ~tt7t/ 
_,,,,,. .,.,1' 
-IS.,•• 
, ... 
IHO 
,, .. 
, ... 
, .... 
(7)=3+4+5+6 (7) 
_,,,,,, 
-,,,,, 
_,,,.c, 
-'·''' 
-a .... 
,, ... 
4 ... 
•1•• 
. .... 
1.0 
Cost to: :::::::::::::::::::::::::·::. 
I s1,u,,/ 
s • .,,,, / 
Lease $>~~~~~~~~~~~~~~~~~~~~~~~~ ·-H14fll l~I" -~··· 
..... 
-
-
$-44 51"1 
$-4tgll• 
.!! Trade in for a leased machine, is actually a sale of the old machine for tax purposes. Therefore,. you must 
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IV. LEASE vs. Buv AND 3RD PARTY "SAFE HARBOR" LEASE 
EQUIPMENT COST 
. LEASE TERMS 
A) TRUE LEASE 
B) "SAFE HARBOR" 
RECOVERY DEDUCTION 
PURCHASE OPTION 
ITC 
TAX RATE 
ESTIMATED LIFE 
BORROWING 
DISCOUNT RATE 
ANAL vs Is PERIOD 
5 YEARS, SECURITY DEPOSIT OF $7,500 
PAYING 10 %, NOT PREPAID, ITC TO LESSOR. 
3RD PARTY PAYS $20,000 FOR TAX BENEFITS, 
5 YEAR LEASE AND OFFSETTING PURCHASE 
PAYMENTS OF $24,433/YR. 
ACRS, 5 YEARS 
10 % OR $10,000 (TRUE LEASE) 
20 % 
15 YEARS 
15 YEAR LEVEL PAYMENT LOAN, 30 % DOWN 
16 % INTEREST RATE. ANNUAL PAYMENT OF 
$12,555. 
10 % 
15 YEARS 
ON 3RD PARTY SAFE HARBOR LEASE, LESSEE STILL OWNS THE 
PROPERTY AND FINANCES IT THROUGH A LENDER, BUT SELLS THE ITC AND 
RECOVERY TAX BENEFITS FOR $20,000. THIS REDUCES CASH NEEDED FOR 
DOWN PAYMENT TO $lO;ooo~ TAX SAVINGS REFLECT LEASE PAYMENT, INTER-
EST PAID ON LOAN, AND INTEREST EARNED FROM SALE OF TAX BENEFITS~ 
CASH FLOW REFLECTS $10,000 DOWN, $12,555/YEAR LOAN PAYMENT, LESS 
TAX SHIELD AT 20 % RATE, 
J 
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Farm Businesses 
And ERTA '81 
Richard D. Duvick 
Duvick 
Extension Specialist, Agricultural Economics, OSU 
The 1981 Economic Recovery Tax Act (ERTA '81) was 
signed into law August 13, 1981. This bill is one of the 
most wide-ranging and complicated tax laws in U.S. 
history. Much discussion has focused on the tax cuts 
that individuals will receive over the next few years. 
These make deferral of income to 1982 and later years a 
tax strategy of interest to many. 
But owners and operators of farm businesses must 
learn some fundamental new income tax concepts that 
were enacted in ERT A '81. This article reviews the new 
provisions on depreciation and investment credit that 
all farmers must use for 1981 purchases. 
New Rules for Depreciation (Recovery) 
Assets purchased on or before December 31, 1980, 
were subject to methorls of depreciation that required 
estimation of years of , ..;eful life, salvage value and 
choice of depreciation m.::thod: straight line, declining 
bal11.nce or sum of the year's digits. These assets will 
continue to be reported according to the pre-1981 rules 
as long as they remain on your depreciation schedule. 
ERTA '81 dramatically altered the methods busi-
nesses use to recover the cost of long-lived assets. 
Nearly all capital and business assets purchased after 
1980 must be handled under a system called the Accel-
erated Cost Recovery System (ACRS). 
ACRS establishes specified recovery periods for each 
type of asset, typically much shorter than the useful life 
of the item. Instead of assigning a useful life to each 
depreciable piece of property purchased, the taxpayer 
simply places each item into one of four cost recovery 
categories: three-year, five-year, 10-year or 15-year. The 
system is also audit-proof. Because the useful life of an 
item is not important to cost recovery, taxpayers will 
not have to argue with IRS about the useful life of an 
item. 
In addition, salvage value is ignored-a taxpayer now 
recovers 100 percent of the cost of an item. It makes no 
difference ifit is new or used property. The cost of both 
are recovered at the same rate. 
Phone 614 422-6021 
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Furthermore, ACRS utilizes the half-year conven-
tion; i.e., for a calendar year taxpayer, all property (ex-
cept 15-year property) placed in service during the year 
is considered placed in service on July 1. For example, 
five-year property purchased for $10,000 and placed in 
service December 28th qualifies for the same first year· 
write off as five-year property purchased for $10,000 
and placed in service on January 2. If both are on a 
five-year straight-line method, the first year's deprecia- · 
tion would be 10 percent or $1,000 for each item. How-
ever, cost recovery for 15-year property is based on the 
number of months the property is in service for the 
acquisition or disposition year. 
The 20 percent additional first-year depreciation was 
repealed effective December 31, 1980. In 1981 only the 
ACRS cost recovery is allowed. However, for tax years 
beginning in 1982, up to $5,000 of purchased trade or 
business depreciable property can be written off as a 
current expense. The amount is scheduled to increase 
in later years. No investment credit is allowed for the 
cost of qualifying property that's expensed, however. It 
is subject to recapture as ordinary income,the same as 
depreciation. 
The ACRS system is designed to allow rapid recovery 
of investment in depreciable assets. The accelerated 
rates are based on a rapid system of depreciation and 
incorporate the half-year convention. For example, the 
ACRS three-year recovery percentages for 1981 are 25 
percent in Year 1, 38 percent in Year 2 and 37 percent in 
Year 3, so 100 percent is recovered in three years. Per-
centages are scheduled to change in 1985 and 1986 to 
allow even more rapid recovery during the early years 
of ownership. In each category, taxpayers may choose a 
straight line method over the same number of years, or 
straight line over two longer time periods (Table 1). 
These are the only lengths of life that can be used. All 
property purchased in the same year within each cate-
gory (except 15-year property) must use the same recov-
ery period. Once the election is made, it cannot be 
changed without prior IRS consent as to all property 
put in service that year. 
Table 1: Cost Recovery Categories and Recovery Period 
with ACRS 
Cost Recovery Acres Recovery Period (Years) 
Catego!}' Fixed Rate S.L. S.L. S.L. 
3-Year Property 3 3 5 12 
5-Year-Property 5 5 12 25 
10-Year Property 10 10 25 36 
15-Year Property 15 15 35 45 
For example, if you purchased a used tractor and a 
new grain bin, your former pattern may have been to 
use a five-year declining balance method on the tractor 
and a 12-year straight line method on the grain bin. But 
Issued in furtherance of Cooperative Extension work, acts of May 8 and June 30, 1914, in cooperation with the U.S. Department of 
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no.a,ou must choose one of the four recovery periods 
a~e it for both:' five-year accelerated, or five, 12, or 
25-year straight line. 
The effect of these choices, assuming both the tractor 
· and the grain bin have a depreciable basis of$10,000, is 
4 shown in Table 2. Very profitable businesses will prob-
ably choose the fixed rate or five-year straight line 
method to get a fast write off. Businesses in low or zero 
tax brackets may choose the 12-year straight line 
method. rather than lose some allowable depreciation. 
r/.-t this· time, it appears few farm businesses would 
· ·choose the 25-year straight line method for five-year 
property.,Even investment in a special purpose agricul-
tural building should have the expectation of being pro-
fitable enough to pay off over 12years, or the investment 
should probably not be made. 
Note that the half-year convention must also be used 
for straight line cost recovery. So an item on five-year 
straight line recovers 10 percent of the cost in Year 1, 20 
percent in Years 2to 5 and 10 percent in Year 6. Hence, 
it actually takes six years to recover the full cost. You 
also need to think .of next year's. income because more 
depreciation accrues in Year 2 than in Year 1. 
There is no depreciation deduction allowed in the 
year of disposition. Thus, if the asset in Table 2 was set 
. up on the accelerated rate but traded in for another 
tractor in 1984, you would have no depreciation on the 
original tractor for 1984. You would, of course, get first-
year depreciation on the new tractor. 
T.able 2: Depreciation Possibilities for a $10,000 Asset 
Eligible for a Five-Year Recovery Period Under ACRS 
ACRS Recovery Period Alternatives 
Accelerated Straight Line 
Rates 5 Years 12 Years 25 Years 
Year % $ % $ % $ % $ 
1981 15 1500 10 1000 41/6 416 2 200 
1982 22 2200 20 2000 8 1/3 833 4 400 
1983 21 2100 20 2000 81/3 833 4 400 
1984 21 2100 20 2000 8 1/3 833 4 400 
1985 21 2100 20 2000 8 1/3 833 4 400 
1986 0 10 1000 8 1/3 833 4 400 
• • • • • 
• 0 • • • • 
• • • • • 1992 . 8 1/3 833 4 400 
i993·· 4 1/6 416 4 400 
• • • 
• 0 • • 
• • • 2005 4 400 
2006 2 200 
Years to 
recover 
full cost 5 6 13 26 
What types of assets fall into each cost recovery prog-
ram? 
· Three-year property includes purchased breeding 
hogs, autos, pick-up trucks and certain race horses. 
Five-year property includes nearly all farm machinery 
and equipment; purchased dairy, beef and sheep 
breeding stock; grain bins; and single-purpose agricul-
tural and horticultural buildings. Fences, feeding 
floors, silos and tile are all five-year property. Ten-year 
property has little application to agriculture. However, 
a mobile home for rental or business use would be 10-
year property. Fifteen-year property includes primarily 
general purpose buildings. Months of acquisition, not 
half-year convention, applies here. 
Congress continues to be concerned that rapid de-
preciation not be simply a way to convert ordinary gain 
to capital gain. Gain recognized on the disposition of 
three-year or five-year property will be ordinary 
income-to the extent of prior recovery deductions 
taken-regardless of whether accelerated or straight 
line methods are used. Because salvage value is out, all 
purchased dairy cows, sows, ewes, etc. must recover the 
entire cost over time. When sold, most or all gain will 
likely be ordinary income. 
On 15-year property, similar recapture takes place if 
accelerated depreciation is used on non-residential as-
sets; i.e., farm buildings. But only the excess above 
straight line depreciation is recaptured for residential 
rental property. And all gain will be capital gain on any 
15-year property if the straight line method was used. 
The adjusted cost of assets will be determined in the 
same manner as before: For example, in a trade the 
basis will be remaining basis of asset traded plus 
"bo.ot." .. ___ . ________ ... 
In many ways the new system is simpler. However, it is 
designed for the high-income capital intensive 
operator. In low income years, farmers will face tough 
decisions on how to treat new capital purchases . 
Investment Credit 
The 1981 ERTA retains the 10 percent rate for invest-
ment tax credit. However, it ties the credit to the ACRS 
system: 60 percent of qualified investment is three-year 
property and 100 percent of qualified investment in 
five, 10 or 15-year property is. eligible for the 10 percent 
credit. This is equivalent to a 6 percent credit on three-
year and 10 percent credit on five, 10 and 15-year prop-
erty. Apparently 6 percent is the maximum credit pos-
sible on three-year property, even though a five or 12-
year straight line recovery period is chosen. 
Recapture will occur on early dispositions. Assets 
purchased before 1981 aresubjecttothetime limits and · 
recapture rules in effect at the time of purchase. Assets 
purchased after 1980 are subject to current rules. Be-
cause recapture relates to years held-measured from 
the day placed in service-be sure to retain proof. of 
date of acquisition and disposition. 
Summary 
The 1981 ERTA ushers in massive changes in federal 
tax. laws. Farm. business.es.must. use the.new. Acceler-
ated Cost Recovery System-and it applies to all assets 
purchased in 1981. It provides opportunity to offset 
more income and reduce taxes. Unfortunately, many 
Ohio farmers have more concern with paying bills in 
1981 than paying taxes. 
Tax management and planning may be more impor-
tant in 1981 than in any other year. Declining tax rates in 
1982 and later years makes deferral of income attrac-
tive. Those facing substantial losses, but with tax pay• 
ments in prior years, may also want to defer income to 
1982 so as to realize tax refunds through a Net Operating 
Loss carryback. 
All businesses must carefully review these options 
before deciding whether to use the accelerated or 
straight-line cost recovery methods for 1981 purchases. 
The new ACRS system is simpler.but also less flexible 
than the former depreciation rules. As always, man-
agement decisions must be based on what's best for the 
total farm operation, not just tax minimization. Use tax 
saving opportunities where they fit into the overall 
farm and financial management plan. 
